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Family Property and Earnings 
BE F O R E the days of modern corpora-tions, the Smith family owned and 
worked a certain farm. As the sons ad-
vanced in years Smith Senior bought con-
tiguous farms and the sons individually 
assumed the responsibility for operating 
various units, but the property remained 
in one group and the earnings were pooled. 
The Jones family nearby, but with prop-
erty extending in a different direction, de-
veloped the farming industry in a manner 
similar to that of the Smiths. 
Later a certain valuable farm became 
available and was purchased jointly by the 
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Smiths and the Joneses, except that the 
Smiths supplied two-thirds of the funds 
for the purchase, thereby acquiring a two-
thirds ownership in the property. By 
agreement between the two parties, the 
Smiths were to receive two-thirds of the 
profits or suffer two-thirds of any losses, 
settlement to be made at the end of each 
year. 
For accounting purposes, the Smith-
Jones enterprise being a joint venture, 
each family took up as an asset its share 
of the property and into income its share 
of the profits. 
Eventually, following the trend of mod-
ern organization, each family incorpor-
ated its farm enterprise, and a separate 
corporation was formed for the Smith-
Jones joint venture. The Smith group 
took two-thirds of the shares; the Jones 
group one-third. 
The business relations between the two 
families continued as before, but certain 
legal entities had entered into the situa-
tion and certain formalities now were nec-
essary, where previously everything had 
been carried on in a most informal manner. 
The Smith family no longer owned two-
thirds of the land; title now was vested in 
the corporation. However, by virtue of 
owning two-thirds of the shares in the cor-
poration, the Smith family was able to 
elect a majority of the directors and to 
require or take any action, not illegal, 
which might be necessary to dispose of the 
land, convert the value into cash, and dis-
tribute the cash. It is not unlikely that 
the Smith family had the power, by means 
of proper corporate action, to cause a 
physical partition of the land and deed the 
divided interests to the two groups of 
shareholders. 
Again, the Smith family had the power 
to cause all profits of the corporation to 
be distributed as dividends, but no legal 
right to appropriate any of the cash of the 
corporation without formal action of the 
directors making cash available for with-
drawal as dividends. Apparently, there is 
no reason why the Smith family could not 
have caused to be set up on the books of 
the Smith-Jones corporation, an undivided 
profit account out of which to declare 
future dividends, if for one reason or 
another it was not deemed advisable to 
distribute all profits currently, and could 
have drawn cash in advance on account of 
prospective distributions. 
Whether or not such action was taken 
by the Smith-Jones corporation, there ap-
pears to be no reason why the Smith cor-
poration should not have accrued, as it 
were, the proportionate share of net prof-
its applicable to its share-ownership of 
stock in the Smith-Jones corporation. As 
income, such proportion was not immedi-
ately available. As a receivable, the item 
was not strictly current. Still all that was 
needed to make the completed transaction 
productive of income to the Smith corpor-
ation was action on the part of the Smith-
Jones corporation, which the Smith cor-
poration was in a position to bring about 
at will. 
The situation illustrated by the Smith 
and the Smith-Jones corporations has its 
analogy in many corporate groups of en-
terprises which exist today. The differ-
ence is one of magnitude, not principle. 
Many related lines of activity are linked 
together by stock ownership. There are 
various degrees of relationship. Some 
parent companies hold shares of subsidi-
aries and live on the income derived from 
the dividends thereof. Other parent com-
panies operate and supplement the income 
thus produced by interest and dividends of 
subsidiaries. Some subsidiaries are wholly 
owned; others only partially so. 
In order to obtain a complete account-
ing picture of the group, consolidation of 
parent and subsidiaries is necessary. This, 
however, presents problems which some-
times are not easy to solve. A subsidiary 
only fifty-one per cent. owned may have 
large assets and large liabilities which 
swell unduly the assets and liabilities of 
the consolidated statement and require 
therein a large segregation of surplus ap-
plicable to the minority interest. 
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Another point of difficulty is that divi-
dend dates of subsidiaries may not syn-
chronize with those of the parent. In 
other cases, a relatively small but trouble-
some minority interest may render divi-
dend declarations inexpedient from the 
point of view of the controlling interest, 
and the problem which presents itself is 
how to take up the holding company's pro-
portion of profits when such profits have 
not been distributed. 
There are, of course, many views on 
these questions and, as might be assumed, 
the views frequently are conflicting. For 
tax purposes, any subsidiary less than 
ninety-five per cent. owned may not be con-
solidated. For other accounting purposes 
the treatment to be accorded to partially 
owned subsidiaries is not restricted by tax 
procedure and often is controlled by expe-
diency. Of the various ways available one 
probably is as good as another, except that 
which attempts, in consolidation, to take 
up the equity in specific assets and liabili-
ties of the subsidiary. 
Perhaps the course most frequently 
adopted is to take up partially owned sub-
sidiaries as investments at cost, ignoring 
fluctuations in value as a matter of book-
keeping, but showing market values or 
book values on the balance sheet by way 
of parenthetical information. Dividends 
are taken up as other income when re-
ceived, and in some cases are accrued. 
The latter, while not legally correct, some-
times is justifiable not so much because of 
an unbroken record of payments which the 
subsidiaries may have as by the fact that 
the parent company has the power to re-
quire the dividend declaration as long as 
profits are available. 
As an alternative to this procedure sub-
sidiaries are taken into consolidation, 
merging the assets, liabilities, sales, costs, 
and expenses of the subsidiary with simi-
lar items of the parent company, but set-
ting out the minority interest in capital 
stock and surplus on the balance sheet and 
deducting the minority interests' share in 
profits on the income statement. 
Another way is to show the subsidiary 
in the consolidated statement as an invest-
ment or as an equity represented by share-
ownership, revaluing the investment from 
year to year, and taking up the yearly in-
crement in excess of any dividends received 
as a credit to surplus. This method ob-
viously has the effect of differentiating 
profits, if any, received as dividends, from 
profits not yet received, the former being 
taken up as other income. 
A method which for some reason has 
received less attention than any other 
seems to have certain merits which the 
others do not possess. The method in 
question consists in setting up the stock of 
the subsidiary as an investment at cost, or 
at book value at time of instituting the 
method, if the method was not instituted 
until after the time the stock was acquired. 
The proportionate share of net profits of 
the subsidiary as determined by the parent 
company's share-ownership is taken up on 
the income statement as other income and 
shown on the balance sheet in the invest-
ment section as a receivable. The receiv-
able is reduced from time to time as divi-
dends are received. 
This method has the advantage of per-
mitting the parent company to take up its 
proportionate share of profits without 
waiting for dividend action on the part of 
the subsidiary. While legally the profits 
have not been received, the parent com-
pany is in a position to enforce their col-
lection and apparently the legal relation 
in this kind of a situation is but a fiction 
which need not interfere with the practical 
working out of the accounting. In the 
event that dividends are not declared, the 
parent company's equity in the subsidiary 
automatically increases and the propor-
tionate share of the profits of the subsidi-
ary is regularly taken up as income, not-
withstanding the fact that there has been 
no cash distribution. 
Under this method there is no inflation 
of assets and liabilities in the consolidated 
balance sheet. There is no need to show 
the minority interest. Sales, costs, and ex-
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penses are not inflated in the income state-
ment and there is no occasion to show the 
apportionment of profits as between ma-
jority and minority interests. There is no 
necessity of revaluing the subsidiary in-
vestment, or of adjusting the consolidated 
surplus because of any increment. A l l in-
come derived from the subsidiary appears 
in one place in the income statement. A l -
together, the method has much to recom-
mend it, with nothing to detract from its 
usefulness, except a legal fiction which is 
theoretical rather than practical. 
There are two ways in which to look at 
a situation involving group relationships. 
One way is to seek the method which will 
most greatly facilitate the handling of the 
figures involved. The other is to seek a 
way of presenting the figures so as to give 
the best picture obtainable, within reason-
able limits, of the aggregate of capital 
which is being operated through the group 
relationship. Controlling stock ownership 
furnishes the basis for a strong argument 
in favor of taking up profits earned but 
not distributed by subsidiaries. It scarcely 
can be construed as authority for extract-
ing an indivisible interest, represented by 
share-ownership, in specific assets, liabili-
ties, sales, and costs of the underlying 
company. While that procedure, perhaps, 
would seem to give a truer picture of the 
group operations, the legal entity of the 
subsidiary intervenes to an extent which 
precludes such steps. The complexities of 
assets and liabilities make it impracticable 
to consider the identification therein of 
share-ownership interests. The nearest 
approach thereto seems to be recognition 
of the respective interests in the capital 
equity and in profits which are only 
one step removed from realization by 
the legal technicality of declaring a 
dividend. 
